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The National Association of Cost Account- 
ants does not stand sponsor for views expressed 
by the writers of articles issued as Publications. 
The object of the Official Publications of the 
Association is to place before the members 
ideas which it is hoped may prove interesting 
and suggestive. The articles will cover a wide 
range of subjects and present many different 
viewpoints. It is not intended that they shall 
reflect the particular ideas of any individual 
or group. Constructive comments on any of 
the Publications will be welcome. 
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EDITORIAL DEPARTMENT NOTE 


The statement has been made that the day is not far 
distant when there will be machines available to do every 
part of the accountant’s job with the exception of in- 
terpreting the results of his work. Within the memory 
of men now active in business, progress in the adaptation 
of mechanical equipment to mechanical work has been so 
rapid that one hesitates to question the above statement. 
Whether that day ever comes or not the only future that 
lies ahead of any industrial accountant is along the road 
of supplying more useful information to help the manage- 
ment to do a better. job. 


Our paper this time deals with the interpretation of 
accounting information as developed in an organization 
manufacturing scales, valves, trucks and barrows. The 
company has two branch plants and several selling 
branches. The procedures described herein have been 
built up to meet the needs of management in controlling 
these ramified operations. A similar procedure can be 
applied to any business. 


Mr. A. J. Paget, the author of this paper, has been 
a member of the N. A. C. A. since 1926 and has been 
with his present company since 1922, now holding the 
position as auditor in charge of accounting. His previ- 
ous experience covered several years in industrial cost 
work as well as experience in public utility accounting. 
He has been an active member of the New York Chapter 
for several years, and this paper was delivered before 
the January, 1931, meeting of that Chapter. ° 
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INTERNAL ANALYSIS AND INTERPRETATION OF 
ACCOUNTING INFORMATION 


has always seemed to me, that the most important work that 

the industrial accountant has to perform is the preparation of ac- 
counting reports and statistics for the executives. These reports 
are, as a rule, the only means by which the store of facts relating 
to the business can be extracted from the accounts and made avail- 
able for the management. If the reports are prepared promptly 
and show clearly and accurately the results of operation they will 
completely justify the accounting system and the accountant’s 
place in the particular business. 

To further justify the need for proper accounting reports we 
have but to consider the changes which have in recent years taken 
place in the size and form of business organizations. In the past, 
business units were for the most part small, in which the propri- 
etor performed all of the important executive functions, being gen- 
eral manager, sales manager and production manager all in one. 
From his close touch with the various activities, he kept fully in- 
formed as to what was going on and accepted such simple account- 
ing reports as were presented to him only as verification of results 
already known. Today the growth of business units and the gen- 
eral adoption of the corporate form with its division of responsi- 
bility for carrying it on, requires other means than personal con- 
tact and memory for efficient control. Each operating executive 
must be continuously and completely informed as to the activities 
under his direction and the results of all divisions both singly and 
in relation to each other must be made known ‘to the chief execu- 
tive. This is done by means of accounting reports, from which 
conclusions are drawn and important decisions made affecting the 
success or failure of the enterprise. 

When we think and speak of accounting reports we visualize, 
almost instantly, the detailed profit and loss statement or operating 
report. This statement, showing as it does the manner in which 
capital has been employed and the results obtained through its use, 
is most important to the chief executive. 

The dependence of management on accounting reports to assist 
it in directing the enterprise under its charge has required the 
industrial accountant to extend himself in the collection and pres- 
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entation of the facts of business. As a result we find internal 
profit and loss statements and operating reports being prepared 
for executives in such detail that they open up and display for 
study every phase of the business. 

Such reports are usually prepared monthly and show the results 
of operation not only for the current period but for the total to 
date as well. As a rule these reports start with the net sales to 
customers, often divided into various products, followed in the 
same order by the cost of goods manufactured and sold. After 
the cost we find the gross profit, also divided by products to cor- 
respond to the divisions of net sales. The cost of selling and dis- 
tributing is next in order, showing the expenditures made or in- 
curred for anywhere from 15 to 20 different classes of expense, 
necessary or otherwise, in getting the product from the factory 
to the consumer. The balance remaining, usually known as sales 
profit, is further reduced by applying thereto the cost of account- 
ing and administration. These last mentioned items are often con- 
siderable in total and in all probability will be shown in as great 
detail as the selling and distributing costs. If the company hap- 
pens to have other sources of income besides manufacturing and 
selling they too will be shown at this point in such detail as the 
importance of the various items warrants. Before the net income 
can be determined the report will show deductions for interest on 
borrowed capital, depreciation and other reserves, including fed- 
eral income taxes. The information described in all probability 
will be shown not only for the company as a whole, but for each 
of its operating divisions as well, such as branches or depart- 
ments. This analysis may be carried further by showing the per- 
centage relation of each item to the net sales total. 

A report showing so much detail standing by itself, while in- 
teresting, does not clearly indicate whether or not results obtained 
are adequate. To learn this it is usually necessary to measure the 
results by comparison with some other period or periods, such as 
the previous month or the corresponding month last year. By the 
process of comparison, it is possible to learn the extent of the 
departures from such periods and express them by means of in- 
creases or decreases. It is in connection with such increases or 
decreases that the real work of interpretation begins. 

Just what do such changes between reports indicate? In the 
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first place the increases or decreases may or may not indicate prog- 
ress or lack of progress as regards sales, cost of sales and gross 
profit. If comparison is made with a poor previous year, results 
may seem very satisfactory; if made with an unusually good 
period, current results will not show to advantage. Such com- 
parisons, imperfect as they are, do indicate changes, though the 
causes for them are not ordinarily apparent. Those in connection 
with net sales may result from selling more or less physical goods, 
changes in the character of the sales dollar and lower or higher 
sales prices. The cost of goods sold may be affected by some 
of the causes which affect sales and in addition be influenced by 
increases or decreases in the cost of manufacturing, resulting from 
higher or lower raw material cost, factory efficiency and changes 
in factory volume. The cost of sales may be further affected by 
the high or low cost of goods sold from previous years’ inven- 
tories. The gross profit and gross profit ratio are likewise af- 
fected. The selling and distributing costs when compared may be 
found to move in an entirely different direction from the net sales 
dollar volume, some decreasing when sales are apparently increas- 
ing and others increasing when sales are declining. On the other 
hand, we are likely to find that certain expenses remain fixed, 
although they are of a variable nature while sales dollar volume 
has moved down considerably. If we study the percentage ratios 
we find the same confusion and absence of uniform movement. 

It must be plain from the foregoing that a mere comparison of 
current results with corresponding past periods will not ordi- 
narily measure such results correctly, nor will they reveal truly the 
causes for the changes between periods compared. To learn 
whether or not results are satisfactory and the reasons why they 
are or are not, comparisons should be made with either a standard 
performance specially constructed, a past performance both satis- 
factory and normally possible to duplicate, or a budgeted perform- 
ance. Such standards are not, I believe, generally used as a 
basis for comparison by the industrial accountant with the result 
that the causes for satisfactory or unsatisfactory results are not 
disclosed, making it necessary for executives to analyze such re- 
ports further. This they do by adjusting the accountant’s figures 
so as to give expression to the changes constantly taking place and 
with which they are familiar, such as: demands for newer modi- 
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fications to replace older ones, the issuance of new price lists, 
changes in design, changes in purchase cost of materials used in 
the product and changes in marketing both new and old products. 

In pointing out the necessity for more complete accounting re- 
ports I do so only in the belief that reports of this nature can be 
made more useful to the executives. The presentation of reports 
by the accountant, which include all the information previously 
described, will in no way relieve the executive of any of his proper 
functions. Nor can such reports be successfully substituted for 
executive judgment. They can, however, be prepared in such a 
way as to anticipate the executive’s needs and by so doing relieve 
him of considerable detail, thus permitting him to economize his 
time, arrive at correct conclusions and exercise promptly his ex- 
perienced judgment. 

The company with which I am connected has for some years 
prepared its report of operations in considerable detail so that it 
covers the company as a whole and each of its distributing divi- 
sions as well. Moreover, we have reduced every item on the re- 
port to a percentage of net sales. These reports in spite of their 
detail have always been ready for the executives on or about the 
15th day of each month. When volume, prices and costs were 
fairly stationary these reports proved quite satisfactory, but just 
as soon as any or all of the profit and loss factors began moving 
up or down, there arose the necessity for further analysis. 

To meet these changing conditions we have for some time been 
preparing each month a set of supplementary reports, the purpose 
of which is to account for the causes responsible for the changes 
in operating results. These causes as we find‘them are: greater 
or smaller physical sales volume; higher or lower sales prices; 
changes in manufacturing efficiency at each of our two factories; 
increase or decrease in market price of manufacturing materials ; 
higher or lower costs due to changes in factory volume; increase 
or decrease in fixed selling expenses; increase or decrease in 
normal variable selling expenses ; excess increase in variable sell- 
ing expenses ; changes in administrative and accounting expense ; 
interest on borrowed capital; reserves for depreciation and re- 
serves for bad debts. Other causes for changes in net profit 
result from increased or decreased other income such as interest, 
rents, etc. The amount contributed by each of the aforementioned 
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toward the change in net profit from a standard based on a previ- 
ous satisfactory operating period, is set down on a report which 
we call “Accounting for Changes in Net Profit”. 

This report is prepared on a sheet 17”x 11” with a total column 
and a column for each of the company’s distributing divisions. 
The first information shown is the net profit before taxes for the 
current period and the net profit for the standard period. The 
difference between these two is extracted and is the amount to be 
accounted for. 

In accounting for the loss or gain in gross profit due to volume 
and price change it is necessary to use a fixed base. This is fur- 
nished in our case by the cost of sales. The reason we use the 
cost is because the products we sell are mainly of our own manu- 
facture and are billed to our sales branches by our factories at 
prices which remain fixed from year to year. For each of the 
products handled the various modifications—that is, types and 
sizes—do not vary much in their relation to each other in the 
product groups and as a result we have little or no change in profit 
due to change in the character of the sales dollar. 

The loss or gain of gross profit due to volume change is found 
by taking the cost of sales for each product and comparing it with 
the standard cost of sales for each product. The difference be- 
tween the two measures the physical increase or decrease in vol- 
ume at cost value. To the increase or decrease we apply the 
standard gross profit ratio, which gives us the increase or decrease 
in gross profit due to volume change. For example, the standard 
cost of sales volume is $1,000 and the standard gross profit ratio 
15%. The current cost of sales volume is $2,000 and the gross 
profit ratio 20%. Between the two cost volumes there is a dif- 
ference, an increase of $1,000 to which we apply the standard 
ratio 15% which gives us an increased gross profit due to volume 
of $150. 

The increase or decrease of gross profit due to price changes is 
found by measuring the current gross profit ratio against the 
standard gross profit ratio and applying the difference to the cur- 
rent cost volume. To illustrate, the standard gross profit ratio is 
15% ; the current gross profit ratio 20%, an increase of 5%. We 
then apply the 5% to the current cost volume $2,000 which gives 
us an increase of gross profit due to price of $100. 
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Besides sales volume and sales price, the gross profit is affected 
by manufacturing costs also. For our purpose, as previously men- 
tioned, we break this cause for change into three sub-causes ; man- 
ufacturing efficiency, manufacturing material cost, and manufac- 
turing volume. The extent to which each of these contribute to 
the loss or gain of gross profit is learned from our factory bud- 
gets. At each of our factories we operate a complete manufac- 
turing budget and from the comparisons of actual and budgeted 
costs we learn the increase or decrease in cost compared with 
standard. These changes are reflected in our manufacturing re- 
ports, which show first, the budgeted cost, or what manufacturing 
should cost, plus or minus all variations from standard in detail 
by cost elements and finally the actual cost, the sum of the last two. 

The variations in material cost are found by comparing cur- 
rent purchase cost of material with standard purchase cost. Man- 
ufacturing efficiency is determined by comparing budgeted cost 
with actual amounts expended. Increased or decreased manufac- 
turing volume is ascertained by comparing standard general burden 
absorption against actual burden after adjusting for dollar in- 
creases in fixed burden expense. Under the head of each factory, 
the extent to which manufacturing efficiency, material cost and 
production volume affects gross profit loss or gain, is set down on 
the “Accounting for Changes in Net Profit” report. 

At this point a total is made for the losses or gains due to sales 
volume, sales price and manufacturing cost and shows the total 
increase or decrease of gross profit between the standard period 
and the current period. R 

Other losses or gains in net profit result from increases or de- 
creases in the following: 

1. Fixed Selling Expense. 

(Salaries, Insurance, Taxes, Rents, etc.) 

. Administrative and Accounting Expense. 
. Interest on borrowed capital. 

. Branch office depreciation. 

. Bad debts. 

. Other Income. 


The extent of loss or gain on each is determined by direct com- 
parison of standard expenditures against current actual expendi- 
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tures. The losses or gains are then set down on the report, each 
being shown separately. 
A further cause for loss or gain in net profit is the variation in 
variable selling expense. Under this heading are included all 
selling expenses which have a tendency to move up or down with 
sales volume. In fixing our standard for variable sales expense, | < 
we find the percentage ratio to standard cost of sales volume. To Rid: 
determine the loss or gain, we apply this ratio to the current cost 
of sales, the result giving the normal variable expense for the 4 
particular volume. We then measure the dollars of normal vari- a 
able selling expense against the standard normal dollars, the in- 
crease or decrease being set down as a loss or gain. I might add 
that a loss of profit on normal expense is to be expected when 
volume is expanding, it usually requiring more sales expense to 
produce more sales. Besides the normal expense loss or gain, 
there is often a loss or gain due to excess variable selling expense, 
represented by the amount expended over the standard allowance. 
To illustrate how this works out, let us say that the standard cost 
of sales volume is $400,000 and the variable sales expense ratio is 
5%, bringing the standard variable expense to $20,000. In the 
current period we will assume that the cost of sales volume is 
$500,000 and the total variable sales expense is $30,000. Apply- 
ing the standard ratio to the current volume we get an allowable 
sales expense of $25,000 indicating an increase or loss over stand- 
ard of $5,000. This increase, however, is justified by the in- 
H crease in volume. We then compare the normal expense $25,000 
| with the actual expense and find a $5,000 excess increase in vari- 
able expense over standard. ; 
When all the losses or gains from standard have been de- 
' termined and set down on the “Accounting for Changes in Net 


Profit” report it will show as in Figure 1. 

At the bottom of this report we show the increases and de- 
creases in sales volume at current price levels. This information 
is shown for each product for the company in total and for each 
distributing division. 

Ordinary it is customary to measure sales volume in one period 
against the sales volume in another, the difference being considered 
an increase or decrease. As a matter of fact sales volume may 
have actually increased while the comparison shows a decrease, the 
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THE FAIRBANKS COMPANY 


ACCOUNTING FOR CHANGES IN NET PROFIT 
YEAR ENDING DECEMBER 31, 1930 


NET PROFIT (Before Taxes) ee 


Net Increase or Decrease in 


CHANGES IN GROSS PROFIT DUE TO INCREASED 
OR DECREASED VOLUME: 


CHANGES IN GROSS PROFIT DUE TO PRICE 
CHANGES: 


CHANGES IN FACTORY PROFIT: 
Binghamton 


Due to Increased or Decreased Factory Efficiency 
Due to Increased or Decreased Cost of Raw ‘Materials 
Due to Increased or Decreased Factory Volume ~~ ..........+- 


Changes in Profit due to Increase in Fixed Selling 
(Salaries, Insurance, ey ents) 


“ Increase in Variable Selling Exp. 

“ “Excess Inc. in Variable Sell. 

Decrease in Administrative 

“ Decrease in Int. on Borrowed ap. 

“ Increase in Branch House Depr. 

“ Increase in Allow. for Uncoll. A/cs 

“ Increase in Other Income jj 


TOTAL INCREASED OR DECREASED PROFIT_~__...........- 
INCREASED OR DECREASED VOLUME (At Current 


Sales Prices) 
Valves 
Dart Unions 
Trucks 
Ficure 1. 
1214 


Total 
1 Values | 
Dart Unions 
Trucks 
Barrows 
Valves 
Dart Unions 
Trucks 
Barrows 
Rome 
Due to Increased or Decreased Factory Efficiency 
Due to Increased or Decreased Cost of Raw Materials 
Due to Increased or Decreased Factory Volume gitandbibitieite 
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dollar decline being due entirely to a reduction in sales prices. On 
the other hand, an actual decrease in sales volume may be covered 
up and made to appear as an increase as a result of higher sales 
prices. 

In an industry where prices are made by competition rather than 
based on cost, the effect of price changes on volume should be 
given consideration and carefully measured. To assume that 
volume is increasing or decreasing simply by comparing the sales 
of two periods results in incorrect conclusions and is likely to 
cause corrective action to be taken in the wrong direction. Fur- 
thermore, there is the likelihood of attempting to reach impossible 
standards. If we are operating on a lower price level, it is usu- 
ally unreasonable to expect to obtain the same dollar volume which 
we enjoyed at a higher level. A knowledge of the effect of price 
changes on volume will decide whether the recovery of lost gross 
profit is to be made by more direct action on the part of the sales 
force or a change in marketing policy. 

One thing we all like to accomplish and that is to get attention 
for our reports. We know that executives as a rule will not give 
hours to studying long detailed reports unless these reports can 
be made interesting as well as informative. I find this can be done 
by preparing a condensed report on the smallest possible size 
sheet, usually 814 x 11, which gives a comprehensive summary of 
the facts shown on the larger detailed statement. To get atten- 
tion for the “Accounting for Changes in Net Profit” report, we 
boil down all the details I have described into groups, with the re- 
sult that a complete picture of all the causes for changes in net 
profit can be learned in less than ten minutes. This smaller report 
is attached to the detailed statement so that immediate reference 
can be made thereto if desired. 

On the summary statement certain other information is added 
which is now shown on the larger report, information regarding 
the percentage of increase or decrease in sales cost volume over 
the standard, which of course disregards price changes. This is 
shown in the form of a table, each distributing division being set 
down first, a column for total products next and then one for each 
individual product. The percentage changes from standard are 
set in for each branch and under each product. 

These supplementary reports have brought out certain informa- 
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tion which we would not know by using the ordinary reports. We 
have found for instance during the present year that certain 
branches showed considerable decrease in volume when compared 
with the previous year. Upon breaking the figures down as de- 
scribed, we learned that volume was in reality ahead of the previ- 
ous year, the dollar volume loss being due entirely to price reduc- 
tions over which these branches had no control. Another illus- 
tration of the value of these reports has been demonstrated in 
connection with the selling and distributing costs. With the de- 
crease in dollar volume, expense ratios increased considerably al- 
though dollar expenditures showed decreases. A surface exam- 
ination of sales volume, expense ratios and expense dollars failed 
to indicate whether or not expenses were out of line with volume. 
When we unscrambled the figures and measured them by the 
standards, we found the true lag in sales expense both in dollars 
and percentage. As regards this sales expense lag, we do not in 
our reports express any opinion as to the amount, simply stating 
the facts and leaving it to the executive to decide whether or not 
it is out of line with operations. 

Since net profit is for the most part what remains of gross 
profit, the effect of higher manufacturing costs on the reduction 
of gross profit is likely to be considerable. During the time we 
have been using these reports it has been disclosed that a good 
part of our higher costs were due to failure to obtain manufactur- 
ing volume for our factories. By learning the effect of small vol- 
ume on gross profit, we know, besides the cost of doing business, 
something which we never have known—that is, the cost in dol- 
lars of not doing sufficient business. 

The part which our factory budgets play in obtaining our anal- 
ysis of results has been described, but it may be of interest to 
know the other uses made of such budgets in controlling costs. 
With these budgets we have been able to keep our controllable ex- 
pense in line to such an extent that the actual expenditures have 
not varied more than 2% from the budget. This has been ac- 
complished to a large extent by furnishing the foremen with 
weekly comparison of budget expense allowance and actual ex- 
pense. The foremen have shown such interest in these reports 
that they come to the Cost Department, often before the reports 
are ready, in order to obtain them. 
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Outside of the accounting for changes in net profit most of our 
analyses are made currently so that we find ourselves prepared at 
all times to furnish detailed information and answer immediately 
any question which may be asked by the executives. At our fac- 
tories we know each month how much profit each factory has 
earned on the month’s production, how much profit is tied up in 
inventories, and by measuring profit on shipments with profit on 
production we have a good check on the accuracy of the factory 
profit and loss statements. 

Current statistics are prepared at both our factories which 
show the relation of production and usage of finished goods and 
finished parts. These items, along with stores and work-in- 
process, are also compared monthly on an annual turnover basis 
which assists in no small way in controlling inventories, guarding 
against overproduction, and delays in reporting finished production 
orders to the Cost Department. 

In the preparation of our monthly reports at the general office 
every care is taken to see that they are absolutely correct before 
they are released. Towards this end, a very careful comparison is 
made of gross profit spread by branches and products, with the 
: | result that we have a continuous check on the accuracy of our 
cost of sales figures. Another advantage of this is that the results 
of the final month’s operations are not distorted by unusual cor- 
rections for inventory adjustments. In recent years, these have 
amounted to less than one half of one per cent, based on the 
average yearly cost of sales volume. 

Besides controlling our manufacturing operations by means of 
analyses and statistics, selling operations and inventories, we keep 
a close watch over our receivables and measure our results in this 
direction also. Each month we prepare an anlysis of our outstand- 
ing accounts by months, not only in dollars, but by number of bal- 
ances also. Our collections are marked off daily and each week’s 
j progress noted. At the end of each month, we calculate the ratio 
of the accumulated collections to the total amount collectible, that 
is, the outstanding receivables of the previous year plus the net 
sales to date. With these analyses, we have been successful during ae 
the past year in collecting 96% of our total collectibles after allow- se 
ing for all accounts not due at the close of the year on the basis of 
our terms of sale. 
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It may appear from the analyses which I have described that a 
tremendous amount of expensive detail work is involved in the 
gathering and presentation of accounting information and it might 
be questioned whether or not a good part of it is not stale before 
it can be used. In answer to this, I can say that we have ready 
by the 1oth of each month a complete balance sheet and a con- 
densed profit and loss statement, both for the month and to date, 
with supporting expense schedules including the “Accounting for 
Changes in Net Profit” report and an analysis of sales by sales- 
men, zones, products and sales to customers in each zone. All of 
this is accomplished at a payroll cost for the general accounting 
office of less than 1% of the net sales. 

Because of the complexity of present day business conditions, 
any system of accounting and accounting reports must be flexible 
and must be ready to meet the constantly changing demands and 
needs of management. It has only been by careful study of exist- 
ing conditions and by application of simple as well as logical 
methods of control that we have evolved our present system of in- 
ternal analysis and interpretation of accounting information. It 
is quite possible that every method of control described in this 
discussion will have outlived its usefulness within the next few 
years. Before this contingency arises, however, we feel certain 
that we will be able to discard the procedures now in use and de- 
velop in their stead new ones without serious delay or hindrance 
to management. 

The one purpose we have always had foremost in our minds 
when preparing reports and statistics has been to make them what 
they should be—aids to efficient management. 
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